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General Business Conditions 


HE steel strike has run more than a 
fortnight with little curtailment of ac- 
tivity in other lines. Half a million steel 
workers, and some tens of thousands in 
mining, transpertation, and other di- 
rectly related activities, are idle. Manufacturers 
dependent on steel as a raw material, however, 
are able to sustain operations out of accumu- 
lated stocks. For the most part, major firms have 
enough supplies to run for at least another month. 
In broad terms, the high level of activity at mid- 
year has been sustained, and optimism for the 
fourth quarter and beyond remains unshaken. 


A steel strike hurts all concerned. It is a 
period of belt-tightening for the strikers — many 
of whom depleted their savings during last year’s 
layoffs —as well as for those laid off in allied 
lines. Retailers in steel-producing areas have 
been feeling the pinch for some time, as workers 
cut spending in preparation for the strike. 

The magazine Steel estimates that through 
August 8 the steel strike cost workers $208 mil- 
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lion in lost wages and steel companies $588 mil- 
lion in lost sales. The shutdown costs themselves 
ran to $20 million and the eventual start-up will 
cost another $20 million. Meanwhile, every day 
of strike shutdown eats away at the profits 
realized by the companies during the first half of 
the year and also at the federal tax revenues de- 
pendent upon steel profits and payrolls. As weeks 
pass without a settlement, the time draws nearer 
when the strike will have more pervasive effects 
upon activity. Meanwhile, the strikers have an 
opportunity to recalculate how much more in- 
come they are willing to forego in order to get a 
few more dollars a week, to add to the operating 
costs of their employers, and to increase the com- 
petitive difficulties of American steel in world 
markets. 


Renewals of contract discussions, and efforts 
of federal mediators, brought no visible progress 
toward a settlement during July. Meanwhile, the 
steel union agreed to extend its contracts in the 
aluminum industry pending settlement of the 
steel strike. Here, as in steel, the industry is of a 
mind to resist wage-price spiraling. 

More critical than the question of how long 
the strike may last is the question of the princi- 
ples on which it is settled. 


The Right to Manage 


The steel union is making demands equivalent 
to those of the 1956 three-year agreement. Over 
this period the average annual increase in steel 
employment costs was 27 cents per hour. 

The companies, on the other hand, are de- 
termined to negotiate a noninflationary contract 
that will not increase costs. To accomplish this, 
management is pressing for modifications of con- 
tract clauses covering local plant working con- 
ditions in order to “pave the way for improve- 
ment in efficiency and the elimination of waste.” 

The union does not object to technological 
changes, as when newer and more efficient facili- 
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ties are introduced. The conflict focuses on 
working rules in existing plants. The sorts of 
changes the companies have in mind are those 
which can make present plants more efficient by 
the elimination of “featherbedding” and unjusti- 
fied idle time, all consistent with humane work- 
ing conditions for the employes. 


The union charged that the industry “sought 
to turn the clock back by proposing to eliminate 
a whole series of essential protections of individ- 
ual workers’ rights from our agreements.” They 
termed it “an effort to revert to the days of in- 
dustrial dictatorship.” 


The union offered to include in the contract 
a statement that work rules are not intended to 
block progress, but refused to change contract 
language through which “past practice” inhibits 
change and flexibility of work assignments. Work- 
ers, who appeared lukewarm toward a strike 
when wages were the only major question in- 
volved, have become more militant and deter- 
mined over the issue of working rules. Thus the 
strike could be longer and more bitter than at 
first anticipated. 


The many technicalities involved in setting 
rules involving incentive payments, seniority, 
crew assignments, and other practices have made 
it difficult for the steel companies to put their 
case before the public. Present contracts appear 
to give management the right to make changes, 
but, in practice, union grievance procedures and 
arbitrators’ tendency to uphold past practices 
have tended to delay or frustrate efforts to raise 
efficiency. 

It needs to be remembered that the United 
States is able to pay the highest wages in the 
world only because it has achieved the highest 
productive efficiency. Now, as other nations are 
catching up, American industry is challenged to 
restrain labor costs and avoid needs to advance 
prices. 

Union leaders used the excellent first half earn- 
ings reports of steel companies as evidence of 
the ability of the industry to accept higher em- 
pleyment costs. These profits, of course, were 
swollen by an abnormal influx of business as 
steel consumers stocked up in anticipation of 
the strike. Indeed, steel shipments of the in- 
dustry in the second quarter of 1959 were 25 
per cent above the same quarter of 1957 and 82 
per cent above the second quarter of 1958. 

Beyond this, it is entirely natural and proper 
that steel profits should reach a new peak in 
a prosperous year. The base of capital invest- 
ment has been vastly enlarged. Since 1946, 
the equity capital investment of the twelve 





steel companies involved in the negotiations has 
grown from $3.3 billion to $8.5 billion. If the 
companies absorb increased labor costs at the 
expense of profits they will reduce federal tax 
revenues to the extent of one half of the decrease 
in profits. The other half will come out of the 
ability of the companies to survive poor years, to 
compete effectively abroad, to pay dividends, 
and to obtain additional capital for investment 
in progress. The steelworker has even more at 
stake than the average citizen in the ability of the 
American industry to hold its place and prestige. 


What the steel companies want, and what all 
American industry needs, is to build efficiency 
and stop the inflation spiral in its tracks. 


Toward a Half Trillion Dollar Economy 

The steel strike aside, the American economy 
is enjoying record or , The gross national 
weulladh “the vies 0 a eck services 
produced in this country —is estimated in the 
second quarter at a $483 billion annual rate. It 
is by no means improbable that a $500 billion 
gross national product may be attained within 
six months’ time: 

In June, more le were at work than ever 
before in the nation’s history. Personal income 
and retail trade likewise have been making new 
records. Stimulated by ape sales campaigns 
and willingness of people to enlarge their in- 
stalment debt, car sales in June touched the high- 
est level since the bonanza year, 1955. The num- 
ber of new homes started rose more than season- 
ally in June and was close to the peaks reached 
earlier in the recovery. The 710,000 units of pri- 
vate and public housing started in the first half 
of 1959 set a new record, exceeding even the 
housing booms of 1950 and 1955. 


Business egress, for new machinery, con- 
struction, and inventories has also risen sharply. 
To meet these needs, industrial production has 
been boosted to new record levels: In June, the 
Federal Reserve index of industrial production 


(seasonally adjusted, 1947-49 = 100) was 155, 


up two points from the revised May level, and 
17 per cent greater than a year earlier. Durable 
goods output alone rose 24 per cent in the course 
of the year. Federal Reserve officials have dis- 
closed that a pending revision of the index will 
show an even stronger growth trend and that the 
revised June 1959 index will be about 165. 

The dip in the production index in July was 
probably slight. Because of the contract exten- 
sion in the steel industry through July 14, and 
because some mills continue to operate at a rate 
equivalent to 13 per cent of total industry ca- 
pacity, steel output probably was close to 40 
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per cent of capacity for July as a whole. Auto- 
mobile output was scheduled at 541,700 in July, 
close to the first half average, but in August and 
September model changeovers will cut assem- 
blies to less than half this rate. Other metal 
fabricating industries generally have kept up 
production out of heavy steel stocks, Textile 
mills are reported to have maintained operations 
better than usual in July. 

During the 34-day strike in 1956, and the 55- 
day strike in 1952, the impact on over-all produc- 
tion was moderate, and the rebound swift. The 
same pattern is foreseen in 1959. 


Profits and Progress 





The vigorous rebound in corporate profits this 
year (our tabulation covering 808 companies in 
the first half is presented in the next article) 
has been seized upon by union leaders to sup- 
port their contentions that industry “can easily 
afford” substantial wage and benefit increases. 
In the strike-bound steel industry, to cite the 
best advertised example, the United Steelwork- 
ers have been describing steel profits as “fan- 
tastic” and insisting that the industry has “never 
been in a better position to grant workers a 
raise in wages.” The steel companies point out 
that steel profits are not at all “fantastic” and in- 
deed have been on a declining scale since 1950. 


Business profits are volatile, tumbling in re- 
cessions and snapping back in recoveries. While 
profits may or may not be fantastic, changes in 
profits frequently are, calculated the usual way 
in percentages. Profits are a residual, what is 
left over. They may be plus or minus. If a 
company that has lost money makes as little as 
a single dollar its improvement runs beyond the 
bounds of percentage measurement. 


Over the years, business to succeed must make 
money. In an expanding private enterprise econ- 
omy, it is necessary and proper that profits 
should reach new peaks — in common with other 
dollar magnitudes such as payrolls, sales volumes, 
invested capital, etc. The only fair way to size 
up profits is to compare them on an average 
basis and in relation to broader, stabler magni- 
tudes. This becomes all the more important in a 
situation where money has been tending to de- 
preciate in value and dollar magnitudes generally 
become swollen. 


The Longer View 


When examined in perspective, the broad fact 
emerges that, though the economy has expanded 
dramatically in the postwar years, corporate 
profits have failed to keep up. 


In the first five postwar years (1946-50), our 
compilations show that manufacturing corpora- 
tions realized an average net profit of seven cents 
on the sales dollar. In the latest five-year period 
(1954-58), the net profit on the sales dollar 
slipped to 5.9 cents. 


Again for manufacturing corporations, our 
compilations show that net profits averaged 15.8 
per cent on equity capital in the first five post- 
war years. In the latest five-year period, the 
return was down to 12.8 per cent. 


A more comprehensive analysis can be made 
from the figures of the United States Department 
of Commerce on corporation net income and na- 
tional income generated in the corporate sector 
of the economy. In the first five postwar years, 
labor, taxes, and other costs took 84.4 cents of 
each dollar of income originating in corporations 
while profits amounted to 15.6 cents. In the 
latest five-year period, labor, taxes, and other 
costs increased to 90 cents of each dollar of in- 
come. As a result, the share of the income dollar 
going to profits slipped to 10 cents. 


The chart below shows profits, annually since 
1946, relative to national income originating in 
corporate business, and, for manufacturing, rela- 
tive to sales volume and net worth. 
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Corporate Profits as a Per Cent of Corporate National Income 
snd of Manufacturers’ Sales and Net Worth 


Critics may claim, to be sure, that the 12.8 per 
cent return on net worth, while reduced, is 
still excessive in some absolute sense. On the 
other hand, it needs to be recognized that the 
figures cover most comprehensively the more 
successful corporations. Moreover, net worth or 
“book net assets” tends to understate the replace- 
ment value of assets during a period of rising 
prices. The return on the true value of business 
assets would be lower. 


At the same time profit figures tend to be ex- 
aggerated because current charges for deprecia- 
tion are too low in relation to the current cost of 
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replacing assets. The U.S. Commerce Department 
has estimated that, if depreciation of manufac- 
turing structures and equipment were computed 
on the basis of current replacement cost rather 
than original cost, depreciation charges would be 
boosted over 40 per cent and manufacturers’ 
profits would be about 10 per cent lower. 


Raid on Profits 


The trouble from the standpoint of the vigor 
of our private capitalist system is that there are 
too many demands for cuts out of the melon. 


Business managers need profits to fulfill their 
responsibilities of improving operations. Share- 
holders expect rates of return consistent with 
the risks they are running. Consumers like to 
benefit through lower prices. 

Federal and state income tax authorities step 
in to take half of corporate earnings. The import- 
ance of business profits to government —a point 
sometimes overlooked — was stressed by Presi- 
dent Eisenhower in a news conference: 

. . » We shouldn’t be so prone . . . to decry profits in 
our economy. You must remember that the people now 
expect all sorts of services from the Federal Government, 
starting with that of national defense and going right 


down on to the last item that you want to find in 
H.E.W. [Health, Education, and Welfare Department.] 

We tax largely profits. We don’t tax industrial ac- 
tivity as such. . . . So, if you are trying to get profits 
down to zero, you are going to have to find some other 
way of finding federal revenue . . . if we are going to 
run this Government. 

Finally, organized labor wants to take more 
of the profits in higher wages and fringe bene- 
fits. In this it has been more than successful. 


Needs for Pregress 


Somehow, we must get away from the idea 
that profits are there to be raided from every 
side. 

Profits are the spur to economic progress, the 
main reason most ventures are organized. Money 
is raised for a new business by offering for sale 
stock certificates representing claims on the ex- 
pected profits. For the going concern, profits 
provide funds that can be plowed back into the 
business. They also make possible dividend 
payments which reward present stockholders for 
their risks and attract new ones. Banks and 
other lenders look closely at a company’s profits 
performance. In short, profits determine an en- 
terprise’s ability to raise money and to command 
credit for improvements and expansion. 

Premier Khrushchev has boasted that Russia’s 
per capita industrial output will exceed that of 
the United States by 1970. An easy way to make 
his prediction come true would be to squeeze 








profits so badly that industry could not afford 
to finance machines to build up our productive 
power. Business’ ability to buy more and better 
tools and equipment — the sine qua non of eco- 
nomic growth — would be crippled. 

Profits motivate the private economic activity 
which develops the main tax revenues for gov- 
ernment, as well as the great bulk of job oppor- 
tunities. Sometimes people try to make a bad 
word out of profits. But we cannot get along 
without them. Most other economic variables are 
reaching new peaks in 1959; profits ought to do 
the same. If they do, we shall have a regenera- 
tion of the strength and optimism of the Ameri- 
can economy to challenge Mr. Khrushchev. 


Half Year Corporate Earnings 


Reports issued to date by 808 nonfinancial 
corporations show combined net income after 
taxes of $3,701 million in the second quarter 
of 1959 — 15 per cent above the preceding quar- 
ter and 67 per cent above the depressed second 
quarter of 1958. Three out of four reporting 
companies chalked up gains over the preceding 
ys while seven out of eight were ahead of 

e second quarter a year ago. 

For the first half, combined net income of 
$6,916 million was up 56 per cent over last year's 
recession levels, with seven out of eight com- 
panies ahead. Figures for 608 manufacturing 
enterprises show the total for the half year up 
65 per cent. A majority of the public utility 
systems maintained their steady growth, while 
most railroads scored marked improvement over 
the deficits or negligible earnings reported last 
year. A condensed summary appears opposite. 


Mixed Trends in Manufacturing 

In the manufacturing industries the sharpest 
gains, in many cases over 100 per cent, were 
realized generally by those companies which 
last year had experienced the most severe de- 
clines, including representative producers of 
steel, automobiles, and textiles. Increases over 
50 per cent were achieved in chemicals, building 
materials, and tires. More moderate advances 
were noted in lines where earnings held up 
relatively well last year, such as foods, beverages, 
tobacco, and drugs. 

Manufacturers’ dollar sales billed for the half 
year climbed 21 per cent over a year ago, while 
the average net profit margin per sales dollar 
widened from 4.9 to 7.0 cents. 

In the automobile and related industries the 
jump in earnings resulted from a spectacular re- 
covery in production and sales. Eight companies 
in the automotive group report a swing from 
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NET INCOME OF LEADING CORPORATIONS FOR THE SECOND QUARTER AND FIRST HALF YEAR 


(In Thousands of Dollars) 


Reported Net Income 




















% Change from Reported 























Second First Second Second First Net Income Per 

No. of Sadustey % Qr. re Qr. First Half Year Cent 
a on BP ngs 1958 1959 1958t 1959¢ 1958 1959 Changet 
Products and beverages $ 95,961 $ 92,588 $ 99,678 a 8 181,627 192,268 6 

12 Tobacco products WW... 55,757 52,650 63,238 Tt te . 103,029 ° 115,886 t3 
27 Textiles and apparel 3,750 21,859 28,318 + +33 11,342 49,678 + 
7 Tires, rubber products 15,478 27,524 27,716 +79 +1 27,896 55,240 +98 
81 Paper and allied products. 40,338 48,322 60,257 +49 +25 78,356 108,582 +39 
82 Chemical products — WW 126,214 190,267 282,518 84 22 248,45 2: 4 
> co en ot.See 77,966 78,412 Fabs 134°808 terse || fiz 
86 Petroleum prod. and refining 419,104 602,060 544,317 +80 —10 925,257 1,146,379 +24 
51 Cement, glass, and stone. 84,927 87,182 145,629 +71 +67 181,893 232,762 +77 
88 Iron and steel —...-_- 173,612 311,117 459,849 +. +48 804,675 770,467 +— 
84 Electrical equip., radio & tv 85,393 95,317 110,680 +30 +16 166,046 206,005 +24 
54 Machinery nsniaidieeestistiagiinn 78,330 79,143 118,590 +51 +50 189,466 197,786 +42 
105 Other metal products 126,579 158,496 213,418 +69 +35 242,493 371,905 +53 
86 Automobiles and parts 146,971 516,426 578,270 + +12 866,646 1,094,692 +. 
26 Other transportation equip... 87,957 82,846 86,979 —s: +18 80,571 69,823 —13 
55 Misc. manufacturing 66,688 76,127 102,424 +54 +85 119,890 178,554 +49 
608 Total manufacturing 1,618,739 2,469,335 2,894,788 +79 +17 8,256,947 5,364,144 +65 
19 Mining and quarrying 19,1385 27,922 80,701 60 10 42,888 58,621 37 
89 Trade (retail and wholesale) 48,672 55,884 59,304 Te 7 95,026 114,685 tt 
20 Service and amusement... 11,781 17,501 19,503 +66 +11 25,946 37,008 +43 
55 Railroads 91,852 108,028 192,468 +— +87 126,749 295,494 +— 
62 Electric power, gas, etc... 180,464 261,763 195,155 +8 —25 416,344 456,921 +10 
6 Telephone and telegraph._._. 247,872 280,117 808,740 +25 +10 474,165 588,856 +24 
808 Total $2,217,515 $3,215,050 $8,700,659 +67 +15 $4,438,065 $6,915,729 +56 





t Increases or decreases of under 1% or over 100% not shown. 





deficits in the first half of 1958 amounting to $39 
million to net income this year of $72 million. 


Steel producers ran full blast in the first half 
year in order to meet the abnormal demands 
of customers building up inventories in anti- 
cipation of the strike, which on July 14 closed 
the industry down almost completely. Under 
such conditions, earnings for the first half year 
are in no sense a reliable guide to results for 
the full year ’59. 


The highly uneven changes among major lines 
of business reflect the varying impact of other 
factors besides the brisk business recovery. For 
example, there is no question but that 1959 earn- 
ings are being helped significantly by better cost 
controls achieved during the recession. Certain 
elements of cost, nevertheless, have advanced 
persistently and can be offset only through con- 
tinued growth in sales volume, price markups, 
reductions in other costs, or further heavy out- 
lays on better plant and equipment. 


Government’s Expanded Role 





The expanded role of government has brought 
about significant changes in our economic sys- 
tem. Old-style, individual-enterprise capitalism 
has given way to what Professor Calvin Hoover, 
of Duke University, describes in his recent 
book, The Economy, Liberty and the State*, as 
“... Welfare Capitalism, Progressive Capitalism, 
or simply the Organizational Economy.” 


Picking up the last descriptive phrase, it would 
seem that organization headquarters are gravitat- 


ing more and more towards Washington —as 
President Eisenhower warned at the 1957 Gov- 
ernors’ Conférence. 


The Federal Government, in ways large and 
small, pervades our lives. Measuring its size and 
scope, to get some indication of its vast and 
growing influence, can take many approaches. 
Perhaps the simplest is to cite a few statistics, 
single out a few programs that point up the wide 
range of government economic-financial activi- 
ties and responsibilities today. 


For example, some 25 million Americans (vet- 
erans, federal workers, armed forces, farmers, 
social security recipients) — one adult in every 
five — get regular checks from the Government. 
Countless others receive occasional payments. 


At the end of 1958, federal warehouses were 
giving out food to more than five million “needy 
sage The food got in the warehouses in the 

rst place because of federal farm programs 
which, while de goer | the farmer with acre- 
age controls and marketing quotas, have priced 
commodities out of markets and piled up moun- 
tainous surpluses. 


Some two million persons live in government- 
subsidized public housing. 

Taxes at all levels of government take more 
than one quarter of our national production and 
are levied most heavily on work, enterprise, and 
capital accumulation. 





*The Twentieth Century Fund, N. Y. 
tQuoted in “The Progress of Socialism,” page 71, of the 
June 1959 issue of this Letter. 
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Business and Financial Activities 

The Federal Government directly competes 
with private business by operating thousands of 
commercial-industrial facilities - 1956 tally 
placed the total at nearly 20,000 with capital 
assets of some $12 billion). 

In the financial field there are over 100 federal 
insuring, lending, and gnaranteeing agencies 
covering agriculture, housing, foreign trade and 
investment, local government organizations, com- 
merce, and industry. It is estimated that by June 
1960 existing lending programs will reach a total 
outstanding of $105 billion ($23 billion direct 
loans and $82 billion guaranteed or insured 
loans). In June 1945 the total was $11 billion. 

Federal aid to states, localities, and individ- 
uals, at $147 million in 1930, climbed to $7.2 
billion by 1958. 

Government-owned electric utilities accounted 
for one kilowatt in 18 generated in this country 
in 1920; last year public power facilities gener- 
ated one kilowatt in every four. 

One in every six employed Americans is on a 
government payroll. Since 1900 nongovernment 
employment has increased about 100 per cent 
while government employment — federal, state, 
and local — has increased about 650 per cent. 


The Great Reaction 

There is a chorus of pleas these days for an 
even bigger role for government — more central 
planning, goal setting, decision making. They are 
invariably put forth in the name of “progress.” 

Last month, for example, a panel of seven 
economists, including Professor John K. Gal- 
braith of Harvard, stated: “We reject the notion 
that government governs best which governs 
least. The Federal Government is our only in- 
strument for guiding the economic destiny of the 
country.” 

“Liberals” urge greater spheres of government 
to “beat the Russians” and “advance social wel- 
fare.” Criticism is heaped on “reactionaries” who 
are obsessed with the “fetish of a balanced bud- 
get and stable prices” and who harbor “exagger- 
ated fears about growth of government.” 

“Liberalism” is a good word; “reactionary” is 
a bad word. Yet the real reactionaries are those 
who urge statism in the name of liberalism. 
The true liberal opposes encroachment by cen- 
tralized power; he respects the individual, his 
cherished freedoms, his sense of responsibility. 

The “neo-liberals,” on the other hand, have 
little faith in the capacity of free men to take care 
of themselves, to overcome hardships, to exercise 
wise judgments. Supporters of the superstate 
aspire to decide for people what they shall 








have and to keep power by making voters be- 
holden to them for handouts. This is openly ex- 
pressed in the cynical observation, widely at- 
tributed to Harry Hopkins: “We will spend and 
spend, and tax and tax, and elect and elect.” 

It was Alexis de Tocqueville, that discerning 
French observer, who in the 1830’s warned of the 
ultimate fate of men who are tempted by a 
“benevolent” welfare state: 

. . . It provides for their security, foresees and sup- 
plies their necessities, manages their principal concerns, 
directs their industry, regulates the descent of property, 
and subdivides their inheritances — what remains, but 


to spare them all the care of thinking and all the trouble 
of living . . .? 


The will of men is not shattered, but softened, bent, 
and guided. Men are seldom forced by it to act, but they 
are constantly restrained from acting. Such a power does 
not destroy, but it prevents existence. It does not tyran- 
nize, but it compresses, enervates, extinguishes, and 
stupefies a people, unti] each nation is reduced to be 
nothing better than a flock of timid and industrious 
animals, of which the government is the shepherd. 

John Stuart Mill, the English philosopher and 
economist, pointed out more than a century ago: 

The worth of the state, in the long run, is the worth 
of the individuals composing it; and . . . a state which 
dwarfs its men, in order that they may be more docile 
instruments in its hands even for beneficial purposes — 
will find that with small men no great things can be 
accomplished. 


Retreats from Socialism 

A democracy, while preserving the outward 
forms, can destroy itself if the majority of the 
voters find themselves bound, out of selfish inter- 
ests in benefit programs, to perpetuate in power 
a benevolent dictatorship. Sooner or later, how- 
ever, people revolt when bureaucrats become 
too greedy for power and money. 

As far back as 1949, the Australian people 
turned out of office a ruling Labor party in favor 
of a Liberal-Country party which reformed taxes 
to open opportunity for enterprise. 

In Canada a Liberal Government launched a 
similar tax policy beginning in 1952. A year 
earlier, in 1951 in the United Kingdom, the 
Labor Government went down to defeat before 
a Conservative Party pledged to halt nationaliza- 
tion, end controls, reform taxes. As R. A. Butler, 
Chancellor of the Exchequer in the Conservative 
Government, put it in 1954: 

In the past three years we have burned our identity 
cards, torn up our ration books, halved the number of 
snoopers, decimated the number of forms, and said 
good riddance to nearly two-thirds of the remaining war- 
time regulations. Now we have red meat — instead of 
red tape. 

These illustrations of retreats from socialism 
show that, while people like to get Christmas 
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presents, they are not so keen about the re- 
straints, controls, and losses of opportunity that 
go with the fully developed socialist society. 


The Capital Market 


All over the world forward-looking leaders 
of government and business are seeking to de- 
velop and improve capital markets, to encourage 
flow of savings for capital investment. It is natu- 
ral that this should be so. Governments frequent- 
ly need or wish to tap the savings of the people 
to cover temporary deficits or finance construc- 
tion projects which afford lasting benefits. Capi- 
tal markets help finance home building and — 
most important of all — the tools, machinery and 
plants needed to equip growing populations with 
the means to support themselves and lift their 
living standards. Since World War II, as one 
aspect of our international cooperation program, 
many foreign governments have sent missions 
to study our capital market, centered in New 
York, to see what features might be adaptable 
to their use. 

The basic essential for any capital market, of 
course, is a climate of faith in money and 
promises to pay. This takes time to build. Once 
established, a capital market may grow to the 
point where it can provide not only for domestic 
capital requirements but also for those of under- 
developed foreign nations. 

The American capital market is the largest in 
the world. It bears the brunt every day of de- 
cisions to proceed with projects requiring to be 
financed with borrowed money. It is here that 
demands for money by the Federal Government 
and its agencies, State and local governments, 
business corporations, and individuals, as well 
as foreign governments and international insti- 
tutions, compete for the large — though not in- 
exhaustible — supply of savings. 

The capital market in the postwar world has 
been subject to periods of stress and strain, from 
the weight of aggregate demands, from rising 
construction costs which enlarge needs for bor- 
rowed funds, and from inflationary psychology 
which has led investors to expect higher rates of 
interest, Nevertheless, the market has shown a 
remarkable resiliency and ability to produce each 
year huge sums for investment. 

The demand for capital is bound to grow as 
nations develop, populations increase, and pro- 
ductive techniques get more complex. The fi- 
nancing burden becomes greater when inflation 
is superimposed upon the natural increase. Gross 
private domestic investment in the United States 
increased from an average of $37 billion a year 
in the first five postwar years, 1946-50, to $60 
billion in the last five years, 1954-58, This is a 








lot of money, though as a percentage of gross 
national product it is smaller than in a number 
of other countries. The economy could grow 
faster with a higher rate of investment. 

In the earlier period, government spending, 
including investment outlays, was financed out 
of tax revenues in the sense that retirement of 
federal debt offset increases of State and local 
government debt. In the 1954-58 period, govern- 
ment became a claimant upon the national sav- 
ings flow: State and local borrowings increased 
and the Federal Government borrowed more 
than was repaid. 


Business Capital Requirements 

Capital is an essential in business enterprise. 
Business plant and equipment expenditures in 
the United States have ranged between $25 and 
$37 billion a year since 1951 and are officially 
estimated at about $32 billion for 1959. In addi- 
tion, corporations and unincorporated firms need 
funds for working capital to pay their help and 
finance inventories and accounts receivable. 

Corporations, for which statistics are best, gen- 
erate the bulk of the money they need out of 
earnings and depreciation allowances. In 1958, 
corporations’ total flow of internally-generated 
funds, indicated by the shaded areas of the first 
chart, is estimated at $58.5 billion. However, 
not all of this was available for investment. The 
areas below zero show the amounts paid the 
owners as dividends and drained off in income 
and profits taxes, Above the zero line are depre- 
ciation allowances and retained earnings, which 
together amounted to $27.5 billion in 1958. 
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Cash Flow of Corporations 
Corporations have had to rely on outside financ- 
ing for a significant portion of their capital needs 
in the postwar years. Increasing depreciation 
allowances — up from $4.3 billion in 1946 to an 
estimated $21.8 billion in 1958—are providing 
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substantial sums for renewal of plant and equip- 
ment. But they have fallen short of total needs, 
partly because equipment is becoming more 
complicated and expensive and partly because 
more tools are needed to equip people added 
to the labor force. 

Increasing profits can be of further aid, though 
their value is handicapped by the fact that taxa- 
tion takes around 50 per cent. Falling profits in 
1957-58 cut retained earnings as well as income 
tax liabilities. The recovery has added to both, 
and created an environment for larger capital 
outlays. Profits are of critical importance not 
only because some can be plowed back but also 
because access to borrowed money — credit- 
worthiness — depends on them. 

As the second chart shows, corporations going 
to the market have relied much more on ee 
than on stock issues. In 1958 some $6 billion net 
was picked up in the bond market compared to 
$2 billion in the stock market. Heavy reliance on 
debt financing reflects among other things the 
income tax laws; corporations can take a tax 
deduction for interest costs on borrowed money 
but not for dividend payments. The natural 
place for an established enterprise to go has been 
the bond market, where it can tap the resources 
of savings institutions and pension funds. The 

eneral purposes of stock issues have been to 
hold down debt ratios and bulwark creditworthi- 
ness. 

Corporate capital expenditures reached their 
peak in 1957, but corporate bond offerings con- 
tinued at a high rate into the first nine months 
of 1958 as industry took advantage of easy 
money conditions to complete financing of capi- 
tal programs and strengthen cash positions. Since 
October 1958, corporate bond offerings have 





been running at a reduced rate, reflecting the 
improvement in corporate cash positions which 
resulted from the recovery in profits and rising 
depreciation allowances while capital outlays 
were still below pre-recession levels. An expand- 
ing business environment will naturally tend to 
enlarge capital spending programs and corporate 
security issues. There is an invitation to more 
equity financing since common stocks can often 
be sold in today’s market at more nearly com- 
parable money costs after taxes. 
Competition of Mortgages 

Corporations meet their stiffest competition for 
long-term funds from home builders and buyers. 
In 1958 (a year in which investors found returns 
on mortgage financing more attractive because of 
declines in other interest rates), real estate mort- 
gage credit outstanding increased $14.8 billion 
to $171.4 billion, of which $118 billion repre- 
sented loans on 1-to-4-family houses. Since 1945, 
as the chart below indicates, mortgage debt in 
the U.S. has more than quadrupled. 

Widespread home ownership in the U.S. — 
where more than half the families own their own 
dwellings — is something we are proud of. But 
we also have to recognize that the demand for 
mortgage financing tends to pre-empt the bulk 
of the national savings flow and at times to create 
financing difficulties for governmental bodies as 
well as public utilities and industrial corpora- 
tions. The following chart compares the postwar 
growth in mortgage debt with the rise in long- 
term corporate debt and the debt of States and 
local governments. 
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State and local government indebtedness, ris- 
ing continuously each year since 1946, has moved 
up from $18.6 billion in that year to beyond $50 
billion. The Federal Government’s debt totaled 
$284.7 billion on June 80, 1959, up $8.4 billion in 
the 1959 fiscal year. 

The President has strongly urged the Congress 
not only to rebalance the budget for the fiscal 
year that began July 1 but also to make some 
provision for debt retirement. This would tend 
to reduce strain upon the capital market, re- 
lieving it of necessity to finance a large federal 
deficit on top of all the other demands for bor- 
rowed money. Some people have commended tax 
increases to permit larger federal spending with- 
out deficit financing, but this solution would 
have other disadvantages for the capital market. 





Businesses and individuals wanting to carry for- 
ward private projects with borrowed money 
would find that the tax increase had cut into the 
savings flow upon which the capital market lives. 


Institutionalized Savings 


Business, home buyers, and government all rely 
on continuous “agp of savings, principally 
handled through institutional investors. Re- 
sources of savings institutions grew in 1958 by 
about $25 billion: around $7 billion for com- 
mercial bank savings and other time deposits, 
$6.2 billion for savings and loan associations, $5.6 
billion for life insurance companies, $2.8 billion 
for trusteed pension funds, $2.5 billion for 
mutual savings banks, and $1 billion for fire, 
casualty, and marine insurance companies. 
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Mutual funds and other investment companies 
— not shown in the chart — gained $1.5 billion in 
resources during 1958, the funds being chan- 
nelled mostly into the market for common stocks, 
although many funds also buy corporate and 
government bonds. Reflecting appreciation in 
the value of stocks held, as well as inflows of 
savings, total assets of all investment companies 
have increased from $2.2 billion in 1946 to $14.9 
billion at the end of 1958. Financial circles 
abroad —in Japan, South Africa and Australia 
as well as Europe —have followed the growth 
of investment companies in the United States 
with interest and have formed similar companies 
of their own which invest in both foreign and 
American securities. 


As the charts illustrate, U.S. commercial banks, 
with some $187 billion loans and investments 
outstanding at the end of 1958, are by far the 
nation’s largest lenders. Their participation in 
the capital market is limited to investments in 
home mortgages and federal, State and local 
government securities. Banks make a more im- 
portant contribution in intermediate-term lend- 
ing to government and industry. For small busi- 
nesses, they are the primary credit source. Larger 
firms have options of using stock and bond issues. 


Participation by commercial banks in the capi- 
tal market is justified by the fact that they are in 
part savings institutions, holding $65 billion in 
savings and time deposits. 

The greater part of commercial bank resources 
is based on demand deposits which, apart from 
cash reserves, are mainly represented in short- 
term loans (including consumer loans) and in- 
vestments. It would not be proper, of course, to 
expect commercial banks to participate beyond 
savings and time deposit growth in providing for 
longer-term capital requirements. As a matter 
of fact, their demand deposits are kept under 
constant surveillance and restriction by the Fed- 
eral Reserve, as is necessary to avoid inflation of 
the means of payment. 


As the charts a out, the nation’s pool of 
savings is most heavily committed to supporting 
public debt and providing for the demands of 
the mortgage market. Some mortgage loans fi- 
nance commercial structures, a business use of 
funds, but in the main they represent money to 
support residential building. Most of the funds 
people place with savings and loan associations 
and mutual savings banks are borrowed by 
others to build or buy homes. In the case of life 
insurance companies, increased real estate and 
mortgage holdings absorbed a third of the 1958 
growth in loan and investment resources. 


The Individual Saver 

Of course, the flows of funds into savings in- 
stitutions, and thus the funds available in the 
es oa market, ultimately depend on the savings 
habits of individuals. Individuals’ savings today 
flow mainly through savings institutions, as the 
following table shows. This analysis, based on 
Securities and Exchange Commission data, counts 
as saving only those increases of personal re- 
sources which represent funds available to the 
long-term capital market. Excluded are checking 
account deposits in banks, currency, equity in 
government insurance and pension funds, and 
physical assets. 

Individuals’ Saving and Borrowing 


(In Billions of Dollars) 
1954 1955 1956 1957 1958 


Saving 
Institutional® ss 16.4 














16.0 17.2 19.3 22.3 

Govt. Securities —0.3 4.2 3.2 8.8 —2.3 
Corp. Securities 0.6 2.2 2.0 3.2 2.9 
On, 22.4 22.4 25.8 22.9 

Borrowing 

Mortgage Debt 9.0 11.8 10.3 1.8 9.3 
Consumer Debt 1.0 6.1 3.1 2.5 ok 
Securities Loans 9 6 —8 —.1 | 
pO 18.5 12.6 10.2 9.8 
Net Saving 6.8 3.9 9.8 15.6 18.1 





Source: Securities and Exchange Commission. 

*Includes insurance reserves, insured pension reserves, trusteed 
pension funds, time and savings deposits, and shares in savings 
and loan associations and credit unions. Purchases of investment 
company shares are considered as additions to direct holdings of 
securities. 

Individuals’ savings through institutions (ex- 
cluding government insurance and _ pension 
funds) rose to a new high of $22.3 billion in 
1958, However, additions to direct holdings of 
corporate securities were moderately smaller and 
holdings of government securities, which had in- 
creased in the preceding three years, were re- 
duced. With increased mortgage borrowing large- 
ly offsetting reduced instalment borrowing, net 
saving by individuals in 1958 slipped to $18.1 
billion, below 1957’s record but higher than any 
previous year. Indications are that individuals’ 
net saving in 1959 is holding near the 1958 level: 
increased acquisitions of Treasury securities, en- 
couraged by higher yields available, are offset- 
ting a rise in mortgage and instalment borrowing. 

We are fortunate that, with the benefit of 
larger incomes and the inducement of higher in- 
terest rates, people are saving so much. But we 
should not forget that the savings flow depends 
on confidence in the future value of the dollar 
since what the individual gets in most cases is a 
fixed claim for money in the future. 


Lessons of European Experience 
Long-term capital has been in chronic short 
supply throughout the postwar years. Demands 
for capital, of course, were enlarged beyond all 
previous experience by needs to make up for the 
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destruction of World War II. At the same time 
the early postwar atmosphere was far from 
favorable for the generation of capital. War and 
postwar inflation had weakened and even de- 
stroyed currencies, wiping out past savings and 
undermining people’s willingness to save. Na- 
tional planners with ambitious reconstruction, 
social welfare, and economic development pro- 
grams to finance, attempted to make up for de- 
ficiencies of real savings by filling the gaps with 
cheap money, budget deficits, crippling taxation, 
or nationalization of industry, which eroded what 
savings capacity still remained. The general re- 
sult was failure to achieve hoped for plans, ag- 
gravation of inflation pressures, and continued 
deterioration in the value of currencies. 

As the 1949 Annual Report of the Bank for 
International Settlements pointed out: 
. - « It was soon discovered that freshly created credits 
could not serve as a@ substitute for genuine savings or 
make good a shortage of capital, and it became evident 
that not even a controlled economy could dispense with 
a sound currency . . . many a man in a responsible 
position — to say nothing of the public in general — had 
to discard economic dreams for economic realities, It 
became increasingly realised that the supply of money 
had to be brought into relation with the supply of 
goods and that, by and large, the ordinary physical con- 
dl would not work satisfactorily without financial 

It was West Germany, rising phoenix-like from 
the ashes of defeat, which gave the most impres- 
sive display of what could be accomplished by 


adherence to “old fashioned” policies of financial ’ 


orthodoxy and reliance on free markets. Budget 
surpluses, income tax reductions, tight credit 
policies and high interest rates limited inflation- 
ary borrowing, encouraged saving, gradually 
rebuilt a capital market, developed competitive 
power in international trade, and made the mark 
one of the soundest currencies in the world. As 
Dr. Wilhelm Vocke, former president of the 
German Central Bank, remarked during his re- 
cent visit to the United States: 

There are perhaps two principal lessons to be learned 
from the German experience. The first is that currency 
stability can be achieved and preserved even under the 
most adverse circumstances. The second, and even more 
significant, is that a monetary policy, firmly committed to 
currency stability, not only does not conflict with a high 
rate of economic growth but indeed is essential to its 
achievement. yoy remarkable economic recovery 
and expansion over past decade was closely linked 
to the restoration and preservation of a strong and stable 
monetary unit. 

It is, of course, not only Germany which has 
learned this lesson. Britain successfully defended 
the pound in 1957 by raising its discount rate 
to 7 per cent, highest in 36 years, ending fears 
that the pound was headed for another devalua- 
tion. Meanwhile, a reversal of the policy of na- 


, successive reforms of con- 
fiscatory taxation, and actions to free markets 
gave a new spirit of optimism to the British com- 
munity and increased prestige for the pound 
sterling. The de Gaulle Government has re- 
asserted financial orthodoxy in France and gained 
a hard franc, lessened fears of inflation, and re- 
vitalized the morale of the French people. By 
January 1959, eleven European nations had re- 
stored full convertibility of their currencies for 
foreign holders. 

The fact is that severe credit restraints and 
high interest rates are required only temporarily 
if they are put into force promptly and are su 
plemented by sound fiscal policies. When people 
are convinced that the value of the currency will 
be preserved, they quickly increase the flow of 
savings into interest-bearing obligations to take 
advantage of attractive rates offered. Once the 
pressure is past, rates can relapse to lower levels. 
Britain’s discount rate is now 4 per cent, against 
the 7 per cent peak; Germany's discount rate has 
come down from a high of 5% per cent in 1956 
to 2% per cent today. It is no accident that 
Switzerland, a citadel of financial conservatism, 
has consistently had among the lowest rates in 
the world and yet has been able to generate 
savings to supply capital needs of other nations. 


Needs for Fiscal Discipline 

At the moment the U.S. capital market is 
laboring under strain, a result of the government 
deficits superimposed on strong demand for 
mortgage credit and the increased credit re- 
quirements associated with business expansion. 
It ‘is a tribute to the flexibility of the capital 
market, and to the effectiveness of higher interest 
rates, that it has been possible to raise so much 
money. The President's plan to rebalance the 
federal budget, of course, been of indispensa- 
ble aid to investor confidence. 

Europe’s new ability to take up more of the 
burden of financing the world’s capital needs 
is relieving pressure on the U.S. market and pro- 
viding an alternative source of funds for under- 
developed nations. But the main benefit from 
Europe’s achievement is the lesson that inflation 
retards rather than stimulates development. 

The possibilities ahead are too, promising to 
be thrown away by trying to do too much too 
fast. Fiscal discipline, sound money ‘policies, pro- 
tection of private property, and a favorable cli- 
mate for the investor are essentials if national 
aspirations for better living conditions are to be 
translated into reality. These are the bases for 
capital markets which can expand still further 
to finance the economic growth needed for the 
jobs and better living standards everyone wants. 
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